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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO, Judge: This case is a partnership-Ilevel proceeding

subject to the unified audit and litigation procedures of the Tax

! Edward A. Vrooman signed the petition as petitioner’s
counsel and was allowed to withdraw after Ri chard J. Sapi nsk
entered his appearance on Nov. 30, 1998.
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Equity and Fiscal Responsibility Act of 1982 (TEFRA), Pub. L
97-248, sec. 401, 96 Stat. 648. Saml. Brown, a partner other
than the tax matters partner of Leatherstocking 1983 Partnership
(Leat herstocking), petitioned the Court to readjust partnership
itenms respondent adjusted for 1983 and 1984. Respondent

determ ned that Leat herstocking could not deduct $950, 907 and
$569, 940 of expenses for the respective years because it failed
to establish that its activities were entered into for profit or
for the production of incone, or that the “alleged transaction”
had econom c substance or reality. Petitioner alleged in the
petition that respondent erred in his determ nation because

Leat herstocking's activities were entered into for profit and for
t he production of income, and the “all eged transaction” did have
econom ¢ substance and reality.

On Novenber 2, 1998, petitioner noved the Court for |eave to
anend the petition to allege that respondent had issued the
underlying notices of final partnership adm nistrative adjustnent
(FPAAs) after the periods of limtation had expired. The notion
noted that the Court of Appeals for the Second G rcuit had

recently decided Transpac Drilling Venture 1982-12 v.

Comm ssioner, 147 F.3d 221 (2d Cr. 1998), revg. and renmandi ng

T.C. Meno. 1994-26, and stated that the court in that case had
“found on substantially simlar facts as the instant case that,

as a result of being placed under investigation by the Internal
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Revenue Service, the tax matters partners of various partnerships
| abored under a conflict of interest and, thereby, were
di squalified from binding the partnershi ps by extending the
assessnment period.” The notion stated further that
Leat herstocking's tax matters partner (TMP), Robert L. Steele
(Steele), had been under investigation by the Conmm ssioner’s
Crimnal Investigation Division (CID). This Court all owed
petitioner to anmend the petition on Novenber 4, 1998, to
chal l enge the tineliness of the FPAAs. Wen the case was called
for trial, petitioner conceded all allegations of error initially
set forth in the petition and stated that he was henceforth
relying solely on the allegation that the FPAAs were issued
untimely.

We deci de whether the periods of |limtation for assessnent
as to Leatherstocking’s limted partners remain open for the
subj ect years. W hold they do. Unless otherw se indicated,
section references are to the applicable versions of the |Internal
Revenue Code.
FI NDI NGS OF FACT
1. Preface
Sonme facts were stipulated. W incorporate herein by this

reference the parties’ stipulations of facts and the exhibits

submtted therewith. We find the stipulated facts accordingly.



2. Leat her st ocki ng

Leat herstocking is a New York limted partnership that was
inactive when its petition was filed with the Court. \Wen it was
active, Leatherstocking s business offices were |ocated in New
York, New York. Leatherstocking s organizer and only general
partner is Steele. Leatherstocking had 34 |imted partners
during each subject year.

Leat her st ocki ng’ s operation involved a cattle breeding and
enbryo transfer venture conducted at the Leatherstocking Farmin
Easton, New York. Through the venture, Leatherstocking produced
enbryos fertilized from Bl ack Angus cows and the sperm of a Bl ack
Angus bull naned “Hi gh Voltage”. The venture was conducted
primarily as a tax shelter.

Leat her st ocki ng was one of nmany entities fornmed by Steele in
1983 through 1986 to syndicate interests in H gh Voltage or to
own or market cattle or their enbryos. Those entities included
eight limted partnerships, the sole general partner of whom was
either Steele or his wholly owned corporation. One of the other
partnershi ps was Leat herstocking H gh Voltage Limted Partnership
(H gh Voltage Limted Partnership), through which interests in
Hi gh Vol tage were syndicated in 1985. Another entity was Roblis
Enterprises, Ltd. (Roblis), an S corporation wholly owned in form
by Steele’s wife. Roblis owned and operated the Leat herstocking

Farm



-5-

3. The Start of Respondent’s Audit of Leatherstocking' s 1983
and 1984 Partnership Returns of | ncone

Leat herstocking filed a 1983 and a 1984 Form 1065, U.S.
Partnership Return of Inconme, on May 29, 1984, and April 22,
1985, respectively. In 1985, respondent selected the 1983 return
for audit and assigned the case to Jane Hursty (Hursty). Hursty
|ater notified Leatherstocking that its 1984 return al so was
selected for audit. In late 1986 or early 1987, respondent
notified Leatherstocking’s limted partners that Leatherstocking
was bei ng audit ed.

During respondent’s audit of Leatherstocking, respondent
recei ved various consents (consents) to extend the periods of
l[imtation for the subject years.? The consents were signed by
Steele in his capacity as Leatherstocking’s TMP or, in the case
of a consent signed on February 4, 1988, by Dani el Kornblatt
(Kornblatt) in his capacity as Leatherstocking s attorney and
aut hori zed representative. The relevant details of the consents

for 1983 were as foll ows:

Dat e signed Dat e signed Ext ended date

by Steele by respondent for assessnent
Nov. 18, 1986 Nov. 24, 1986 Dec. 31, 1987
Aug. 12, 1987 Aug. 14, 1987 Dec. 31, 1988
July 7, 1988 Aug. 31, 1988 Dec. 31, 1989
Aug. 14, 1989 Sept. 8, 1989 Dec. 31, 1990
May 30, 1990 June 8, 1990 Dec. 31, 1991

2 Each consent was given by way of Form 872-P, Consent to
Extend the Time to Assess Tax Attributable to Itens of a
Par t ner shi p.
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June 16, 1991 June 21, 1991 Dec. 31, 1993
Dec. 15, 1993 Dec. 28, 1993 Dec. 31, 1995
May 8, 1995 June 12, 1995 Dec. 31, 1996
Sept. 23, 1996 Cct. 2, 1996 Dec. 31, 1997

The rel evant details of the consents for 1984 were as foll ows:

Dat e signed by Dat e signed Ext ended date
Steel e or Kornbl att by respondent for assessnent
Feb. 4, 1988 Mar. 1, 1988 Dec. 31, 1988
Sept. 6, 1988 Sept. 13, 1988 Dec. 31, 1989
Aug. 24, 1989 Sept. 8, 1989 Dec. 31, 1990
May 31, 1990 June 8, 1990 Dec. 31, 1991
June 16, 1991 June 21, 1991 Dec. 31, 1993
Dec. 15, 1993 Dec. 28, 1993 Dec. 31, 1995
May 8, 1995 June 12, 1995 Dec. 31, 1996
Sept. 23, 1996 Cct. 2, 1996 Dec. 31, 1997

4. Steele’s Crimnal Activities

In or about August 1986, Steele and three of his
coconspirators (we refer collectively to Steele and one or nore
of the conspirators as coconspirators) traveled to Hawaii to neet
wi th Ferdi nand Marcos (Marcos), who was then in exile there. The
coconspirators offered to help Marcos return to power in the
Phi li ppines. The coconspirators first offered to return Marcos
to power peacefully in return for at |east $180,000. 1In
Sept enmber 1986, Marcos transferred $180,000 to the coconspirators
by wiring that anount froma foreign account to an account of one
of Steele’s corporate entities, Commonwealth G oup, Ltd. 1In
COct ober 1986, Marcos wired another $1 million to the Commonweal t h
account .

When the peaceful efforts failed, the coconspirators offered

to return Marcos to power forcefully by way of a coup. The
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coconspirators told Marcos that they wanted $100 million if the
coup succeeded and that $15 million of that anobunt would have to
be paid imedi ately. In or about Decenber 1986, the
coconspirators directed Steele’s cousin, Mchael Seifert
(Seifert), a solicitor in London, to open bank accounts on the
|sle of Man in the nanes of nom nee corporations in order to
recei ve and conceal funds relating to the planned coup. In
January 1987, Steele caused an account (First H -Tech account) to
be opened at First City National Bank & Trust in New York, New
York, in the nane of First Hi -Tech Co. On February 1, 1987,
Marcos wired at least $8 million to the escrow account of
Seifert’s firmin London, and 2 days later, Seifert transferred
$1.8 mllion to the First Hi -Tech account. Between February 3
and 19, 1987, Steele caused approxi mately $1, 140,000 of the $1.8
mllion to be withdrawn fromthe First H -Tech account in anmounts
| ess than $10, 000.

5. Governnent Learns About the Planned Coup

a. New Jersey | nvestigation

The pl anned coup col lapsed in March 1987 when two of the
coconspirators (other than Steele) were arrested in New Jersey
trying to buy weapons fromone or nore undercover agents. This
arrest caused the U S. Attorney for the District of New Jersey to
open an investigation that led to the filing on March 5, 1992, in

the District of New Jersey of Information Crim No. 92-122 (AJL).
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This information charged Steele with one count of conspiracy to
violate the Arms Export Control Act by schemng in 1986 and 1987
to buy weapons to use in the planned coup and to nmake fal se
statenents to obtain weapons export |icenses fromthe Departnent
of State. Steele pleaded guilty to that information on the day
it was fil ed.

b. Col orado I nvestigation

In or about 1989, the U S. Attorney for Col orado al so began
investigating Steele for securities fraud relating to the High
Voltage Limted Partnership. Steele was later indicted in
Col orado on mail, wire, and securities fraud violations allegedly
commtted in 1984 and 1985 arising out of m srepresentati ons and
mat erial om ssions made in the marketing of the bull named H gh
Voltage and the sale of its senen and resulting enbryos. This
indictment was filed in the District of Colorado as |ndictnent
Crim No. 92-150 (AJL). On March 5, 1992, Steele pleaded guilty
to one count of this indictnment, specifically, the count that
charged himw th securities fraud.

C. New Yor k | nvestigati on

The withdrawals fromthe First H -Tech account al so caused
the U S. Attorney for the Southern District of New York to open
an investigation as to the withdrawals. This investigation |ed
to the filing on Septenber 9, 1992, in the Southern District of

New York of Information Crim No. 92-751. This information



-0-
charged Steele with one count of structuring the transactions in
the First H -Tech account to evade the currency transaction
reporting requirenments of 31 U S.C. sec. 5313(a), in violation of
31 U.S.C secs. 5322(b) and 5324(a)(3) and 18 U. S.C. sec. 2.

I n Septenber 1992, Steele and the U.S. Attorney for the
Southern District of New York agreed that Steele would pl ead
guilty to this information and that the information would be
transferred to the District of New Jersey (the resulting case
filed as Gim No. 92-513 (AJL)), so that Steele could be
sentenced in one proceeding on his separate pleas of guilty in
New Yor k, New Jersey, and Col orado. The Septenber 1992 plea
agreenent stated that if Steele conplied with the understandings
contained in the agreenent, neither the U S. Attorney for the
Southern District of New York nor the Tax Division of the
Departnent of Justice, as applicable, would prosecute Steele for
any crime related to: (1) H s participation in the conspiracy to
return Marcos to power in the Philippines, (2) “his failure to
report as inconme mllions of dollars he received from Ferdi nand
Marcos in 1986 and 1987", (3) “the validity of the
Leat herstocking Farm as an entity entered into for profit, and
the validity of the [eight] Leatherstocking Partnerships”

(1 ncluding Leatherstocking), and (4) “his failure to file
personal incone tax returns for cal endar years 1987 through 1990

and his failure to file for Roblis Enterprises Ltd., U S. Incone
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Tax Returns for an S Corporation, for the cal endar years 1987
through 1990.” 1In relevant part, the Septenber 1992 agreenent
required that Steele: (1) File “accurate” 1986 through 1991
Federal tax returns (or anmended tax returns if applicable) for
hi msel f and for Roblis, (2) pay or agree to pay to the Internal
Revenue Service any incone tax that is owed by him by any
related entity, or by any entity that he controls, and any
wi thholding tax that he failed to pay over to the Internal
Revenue Service from 1983 to present, and (3) “cooperate fully
with the IRS in an expeditious manner in order to resolve his tax
l[itability and any tax liability and exam nations of” entities
t hat included Leatherstocking, Roblis, and sone other entities
related to Leatherstocking. The Septenber 1992 agreenent did not
require Steele to sign any of the consents at issue here and
stated specifically that “this Agreenent is in no way intended to
require Robert L. Steele to give up any rights he may have to
contest I RS determ nations during any adm nistrative or civil
actions”.

On Cctober 6, 1992, Steele pleaded guilty to the one-count
crimnal information filed in the Southern District of New York.
On June 4 and July 8, 1993, Steele was sentenced on all three of
the charges to which he had pl eaded guilty, and he was ordered to
report to prison on August 27, 1993. Steele’'s sentence was 7

years of inprisonnent and a $20,000 fine for the charge in
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Col orado, 5 years of inprisonnent (to run concurrently with the
previ ous sentence) and a $20,000 fine for the charge in New York,
and 5 years of probation (to run consecutively to the 7 years of
i nprisonnment) for the charge in New Jersey. The Governnment’s
sentenci ng nenorandumin Steele’s crimnal proceedi ngs stated
that Steele’s “failing to report his Marcos inconme * * * [and the
i ssues relating to] the partnerships of Steele formed to market
cattle enbryos were better left to the IRS civil audit.”

d. Hawai i | nvesti gati on

In addition to the above, the Departnent of Justice
organi zed a task force in or about 1986 to investigate the
activities in the U S. of Marcos and his associates. The
Department of Justice delegated the responsibility for this
investigation to the U S. Attorney for the District of Hawaii.
This investigation was later reflected in the charges that were
filed in New Jersey.

e. Steele' s Proffer

During his crimnal proceedings, Steele was represented by
counsel and proffered hinself to the U S. Attorneys for New
Jersey and Hawaii as a w tness against Marcos and the ot her
i ndi viduals involved in the planned coup. The U S. Attorneys
declined those proffers. Steele did not proffer hinself as a
W tness to respondent in any action relating to the audit or

operation of Leatherstocking.
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6. Culmnation of the Audit of the Subject Years

Respondent had pl aced the Leatherstocking audit in suspense
on July 15, 1991, because a grand jury had been convened in New
York to investigate Steele as to his structuring of funds rel ated
to the planned coup, his receipt of the unreported inconme from
Marcos, and his failure to file personal Federal incone tax
returns. Beforehand, in June 1989, respondent had transferred
the Leatherstocking audit to Harold Kerzner (Kerzner).

Respondent had nmade that transfer to associate the

Leat herstocking audit with other related audits assigned to
Kerzner. Two of those other related audits involved (1) the 1983
t hrough 1986 personal incone tax returns of Steele and his wife
and (2) the 1983 through 1986 taxable years of Roblis.?

Kertzner never audited Leatherstocking. H s responsibility
and primary action with respect to the Leat herstocking audit was
to obtain the consents that he secured between June 1989 and

January 1994. Kertzner did not speak to Steele personally to

3 As to Steele’s personal inconme tax returns, Kertzner
expanded his audit in or about October 1989 to include Steele’s
1986 through 1988 taxable years. By February 1990, Kertzner had
| earned that Steele had not filed his 1987 and 1988 returns. By
June 1990, Kertzner began anal yzi ng bank records. These anal yses
ultimately led to respondent’s discovery that Steele had failed
to report his receipt of income fromMrcos. |In Decenber 1990,
Kertzner referred the matter of Steele’s personal incone taxes to
the CID for fraud. On Feb. 20, 1991, Kertzner was notified by
the CID that his referral had been accepted for investigation.

Bet ween March and June 1991, Kertzner worked with agents fromthe
CID on various issues relating to that referral.



-13-
obtain those consents but obtained themfrom Steele by contacting
Leat her st ocki ng’ s authori zed representatives. Kerzner did not
threaten Steele or offer himany incentive to agree to the
consents.

Respondent resuned his audit of Leatherstocking in January
1994. At that time, respondent assigned the audit to Revenue
Agent Robert Cenents (Cenents). Respondent al so assigned to
Clenents the audits of the other entities related to
Leat her st ocki ng. Kerzner was not assigned those audits because
he had worked on the grand jury case involving Steele.

During his audit of Leatherstocking, Cenents did not
personal ly speak with or neet with Steele, who was then in
prison, but primarily corresponded with Steele by mail. In
obt ai ning the consents that Steele signed after January 1994,
Kerzner did not threaten Steele or offer himany incentive to
agree to the consents. Nor did Cenents ever ask the limted
partners of Leatherstocking to sign consents individually.

Cl enents never had any contact with the Leatherstocking limted
partners regarding the audit of Leatherstocking.

On Septenber 16, 1997, respondent issued the FPAAs for the
subj ect years. Respondent never issued to Steele witten
notification that his partnership itenms would be treated as
nonpartnership itens. Respondent never issued to Steele witten

notification that he was under crimnal investigation
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7. Current Status

Steele is a fugitive fromjustice, and his whereabouts are
unknown. Respondent filed an unopposed notion to renove Steel e
as Leatherstocking’s TMP on April 28, 2003. Pursuant to an order
of the Court dated July 16, 2003, Steele was renoved as
Leat herstocking’s TMP on the sane day. On Decenber 5, 2003, the
Court granted the notion of participating partner Philip Wall ach
to be appointed substitute TMP for purposes of this litigation.

OPI NI ON

As part of TEFRA, Congress enacted audit and litigation
procedures to provide for the unified treatnment of partnership
i ncone, |oss, deductions, and credits anong the partners. See
H. Conf. Rept. 97-760, at 600 (1982), 1982-2 C.B. 600, 662.

Under TEFRA, the tax treatnent of any partnership itemis
generally determ ned at the partnership level. See sec. 6221;
see al so sec. 6231(a)(3) (partnership itemneans, wth respect to
a partnership, an itemthat is nore appropriately determ ned at
the partnership level than at the partner |level, according to
applicable regulations). Any dispute regarding the tax treatnent
of a partnership itemis resolved at the partnership level in a
uni fied partnership proceeding held in an adm nistrative or
judicial forum see secs. 6226, 6227, and 6228, and the TMP is
required to keep the other partners informed of the happenings in

t hose proceedi ngs, see sec. 6223(g). The TMP is usually the
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general partner designated by the partnership to handle tax
matters or, if no general partner is so designated, the general
partner with the |largest profits interest in the partnership at
the close of the taxable year. See sec. 6231(a)(7); Transpac

Drilling Venture 1982-12 v. Conmi ssioner, 147 F.3d at 223 n.1

Where the partnership has not designated its tax matters partner
and the Conm ssioner determnes that it is inpracticable to
determ ne which general partner has the largest profits interest,
the tax matters partner is that general or limted partner

sel ected by the Comm ssioner. See sec. 6231(a)(7); sec.
301.6231(a)(7)-1T, Tenporary Proced. & Adm n. Regs., 52 Fed. Reg.

6791 (Mar. 5, 1987); see also Transpac Drilling Venture 1982-12

v. Conm ssioner, supra at 223 n. 1.

Petitioner argues that respondent may not assess Federal
incone tax as to either subject year because the 3-year periods
of limtation under section 6229(a) have expired as to those
years. Generally, the Conmm ssioner nust assess Federal incone
tax as to a partnership item(or affected item within 3 years
after the later of (1) the date on which the partnership files
its partnership return for the taxable year of assessnment or (2)
the last date for filing that return (w thout extension). See

Madi son Recycling Associ ates v. Conm ssioner, 295 F.3d. 280, 286
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(2d Gr. 2002) (citing sec. 6229(a)), affg. T.C. Meno. 2001-85.*
| f the Comm ssioner issues a tinely FPAA to the taxpayer, the
period of limtation is suspended “for the period during which an
action may be brought under section 6226 (and, if a petition is
filed under section 6226 with respect to such admnistrative
adjustnent, until the decision of the court becones final), and *
* * for 1 year thereafter.” Sec. 6229(d)(1) and (2).

The expiration of the period of Iimtation on assessnent is
an affirmati ve defense, and petitioner, as the party relying upon
t hat defense, nmust plead the defense and prove its applicability.

See Madi son Recycling Associates v. Conmni Ssioner, supra at 286;

Amesbury Apartnents, Ltd. v. Comm ssioner, 95 T.C. 227, 240

(1990); see also Chinblo v. Conmm ssioner, 177 F.3d 119, 125 (2d

Cr. 1999), affg. T.C. Meno. 1997-535. Petitioner nust nmake a
prima facie case show ng that the periods of limtation have
expired by establishing the filing of the partnership returns,

the expiration of the statutory periods, and the receipt or

4 Notwi t hst andi ng sec. 6229(a), sec. 6501 establishes a
period of limtations for making assessnents attributable to
Federal incone tax. Wiile in certain cases the period of
limtations under sec. 6501 nmay renai n open even though the
period of limtations has expired under sec. 6229, see Andantech
L.L.C v. Commssioner, 331 F.3d 972, 977 (D.C. Cr. 2003), affqg.
in part and remanding in part T.C. Meno. 2002-97; Rhone-Poul enc
Surfactants & Specialities, L.P. v. Conm ssioner, 114 T.C 533
(2000), appeal dism ssed and remanded 249 F. 3d 175 (3d Cr
2001), neither party clains that this is one of those cases.
| nstead, as franed by the parties, this case turns on whether the
period of limtations remai ns open under sec. 6229.
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mai | ing of the FPAAs after the running of those periods. See

Madi son Recycling Associates v. Conm Ssioner, supra at 286;

Amesbury Apartnents, Ltd. v. Commi SSioner, supra at 240-241. | f

petitioner makes such a show ng, the burden of production shifts
to respondent to show that the bar of the periods of limtation

does not apply. See Madison Recycling Associates v.

Conmi ssi oner, supra at 286; Transpac Drilling Venture 1982-12 v.

Conmi ssi oner, supra at 224 n.5; Anesbury Apartnents, Ltd. v.

Conmm ssi oner, supra at 241. |If respondent makes such a show ng,

t he burden of production shifts back to petitioner to establish
that the clainmed exception to the expiration of the l[imtation
periods is ineffective or otherw se inapplicable. See Mdison

Recycling Associates v. Conmi ssioner, supra at 286; Anesbury

Apartnents, Ltd. v. Conmmi ssioner, supra at 241. Wile the burden

of production may shift in this manner, the burden of persuasion
never shifts frompetitioner but remains with petitioner. See

Madi son Recycling Associates v. Conm Sssioner, supra at 286;

Amesbury Apartnents, Ltd. v. Comm ssioner, supra at 241.

Petitioner has pleaded a claimto the affirmative defense
that the periods of |imtation have expired as to the subject
years, and petitioner has nmet the initial burden of production as
tothat claim As to the latter, the record establishes the
dates on which the subject returns were filed and that the FPAAs

were issued to Leatherstocking nore than 3 years after the
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correspondi ng dates. Accordingly, assessnents for the subject
years are barred by the 3-year rule of section 6229(a), given
that Leatherstocking filed the subject returns on May 29, 1984,
and April 22, 1985, respectively, and respondent issued the FPAAs
nmore than 3 years later, on Septenber 16, 1997.

Respondent argues that the 3-year rule of section 6229(a)
does not apply because the periods of limtation for assessnent
for both years were extended to Decenber 31, 1997, or in other
words, to a date after the FPAAs were issued. The 3-year period
of limtation set forth in section 6229(a) is extended with
respect to all partners if, before that period expires (including
any periods covered by a prior extension), the Conm ssioner
receives the consent of: (1) Al partners or (2) the
partnership’s TMP or any other person authorized by the
partnership in witing to enter into such an agreenent. See sec.

6229(b)(1); Transpac Drilling Venture 1982-12 v. Conm SSi oner,

supra at 224. Petitioner acknow edges that Steele, designated
Leat herstocking’s TMP, executed Forns 872-P with respect to
Leat her st ocki ng. Respondent al so produced the facially valid
forms to rebut petitioner’s periods of limtation defense. See

Lefebvre v. Commi ssioner, T.C Meno. 1984-202 (consent to extend

a period of limtationis valid on its face if it is signed
before the end of the Iimtation period and includes the nanme of

t he taxpayer, the signature of the taxpayer or a person
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aut hori zed to sign on the taxpayer's behalf, and the taxable year
to which the agreenent relates), affd. 758 F.2d 1340 (9th Cr
1985). Respondent has nmet his burden of production as to this

i ssue, and the burden of production now shifts back to petitioner
to show that the consents are invalid.

Petitioner argues that the consents are invalid as to
Leatherstocking’s limted partners for two reasons. First,
petitioner argues that the consents which Steele signed after
June 1990 were signed by hi mwhen he had a disabling conflict of
interest vis-a-vis the limted partners in that their personal
interests “radically diverged” so as to nake Steel e i ncapabl e of
extending the periods of |imtation beyond Decenber 31, 1990.
Petitioner asserts that such a conflict arose because Steele
signed the consents to avoid his crimnal referral for not filing
his Federal incone tax returns and to avoid alerting the [imted
partners to the fact that he was stealing fromthem Petitioner
al so asserts that such a conflict arose when Steele was under
crimnal tax investigation and that his ability to consent on
behal f of Leatherstocking was conprom sed when he was in prison.
Petitioner asserts that respondent obviously knew (or should have
known) as of June 1990 that the interests of Steele as to the
Leat herstocking audit were different fromthe interests of the
limted partners because Kertzner had | earned by that tinme that

Steele was stealing fromthe [imted partners. Second,
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petitioner argues, the consents which Steele signed after July
1991 were invalid because respondent should have renpoved Steel e
as TMP on account of the grand jury investigation. According to
petitioner, respondent’s failure to renove Steele as TMP by
sendi ng the notices referenced in section 301.6231(c)-5T,
Tenporary Proced. & Adm n. Regs., 52 Fed. Reg. 6793 (Mar. 5,
1987), was an abuse of discretion.

We reject both of petitioner’s argunents. As to the first,
i.e., aclainmed disabling conflict of interest, we are not
persuaded that Steele's interests as to the Leatherstocking audit
differed fromthe interests of the Leatherstocking limted
partners, so as to constitute a breach of any fiduciary duty that
he owed to them Nor does the record establish nore specifically
that a conflict of interest was present as to Steele’s granting
of the consents, or that respondent ever perceived that a
conflict existed between Steele’s interests and those of his
partners. Indeed, while petitioner called three limted partners
to testify at trial, none of themtestified that he would have
objected to the consents had he known about them when they were

si gned. ®

> Mbreover, as to the reasons proffered by petitioner, we do
not find as a fact that Steele granted the consents to avoid his
crimnal referral for failing to file his Federal incone tax
returns, or that he granted the consents to conceal any theft
fromthe Leatherstocking limted partners. To the contrary,
gi ven the nunber of consents Steele signed during the
(continued. . .)
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Petitioner seeks a contrary result, relying upon Transpac

Drilling Venture 1982-12 v. Conm ssioner, 147 F.3d 221 (2d G

1998). There, the Court of Appeals for the Second Circuit held
t hat extensions signed by TMPs who were cooperating wtnesses in
a crimnal tax and related grand jury investigation of the
pronoter of the Transpac partnerships were invalid. The court
held that the TMPs were under a disabling conflict between their
personal interests as immuni zed cooperating Governnment w tnesses
and their duties to the limted partners they purported to
represent. The court noted that the nature of the conflict was
obvi ous and known by the Comm ssioner.

The facts here do not support a finding that Steele was
under a disabling conflict when he signed the consents. In

Madi son Recycling Associates v. Conm ssioner, 295 F.3d 280 (2d

Cir. 2002), the Court of Appeals for the Second Circuit

di stingui shed Transpac Drilling Venture 1982-12 v. Conm ssi oner,

supra, and indicated that a disabling conflict of interest is not
necessarily present nerely because a TMP is under cri m nal

i nvestigation. See Madison Recycling Associates v. Conm Ssioner,

supra at 288 (“Qur decision in Transpac was based on * * * an

actual conflict. W did not hold that the exi stence of a

5(...continued)
approxi mately 10-year period from Nov. 18, 1986, through Sept.
23, 1996, it appears that his signing of the consents was nerely
a matter of routine rather than, as petitioner would have us
find, a quid pro quo furthering Steele’s self-interests.
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crimnal investigation by the IRS automatically disqualifies a
TMP or his representative fromnegotiating or entering into
agreenents with the IRS’). In addition, as this Court has noted:
““the nmere existence of an investigation * * * [targeting the tax
matters partner does not, in and of itself,] subvert a tax
matters partner’s judgnent and bend himto the government’s wl|

in dereliction of his fiduciary duties to his partners.’”

Phillips v. Comm ssioner, 114 T.C. 115, 132 (2000) (quoting

Qcsvary v. U S., 240 Bankr. 264, 266-267 (E.D. Tenn. 1999")),

affd. 272 F.3d 1172 (9th Gr. 2001).

We find that Transpac Drilling Venture 1982-12 v.

Comm ssi oner, supra, is factually distinguishable fromthe

setting at hand. There, the Comm ssioner asked the TMPs to
extend the periods of limtation after the limted partners had
refused to do so; the Comm ssioner prom sed the TMPs | eniency in
their owm crimnal exposure if they cooperated in the crimnal

i nvestigation of the partnerships’ pronoter; and the Conm ssioner
told the limted partners to contact the TMPs regardi ng the

exam nation of the partnerships but instructed the TMPs to
conceal fromthemthe crimnal investigation. See id. at

223-227. In sum the TMPs in Transpac Drilling Venture 1982-12

v. Conmm ssioner, supra at 227, were under “overwhel m ng pressure”

toignore their fiduciary duties to the limted partners in that

the TMPs’ di scharge of those duties was subverted by their own
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crimnal problenms and the Comm ssioner’s efforts to bend themto
his will. Here, by contrast, respondent’s agents never asked any
of Leatherstocking’s limted partners to extend the periods of
limtations for the subject years. Nor do we find that Steele
tried to ingratiate hinself with respondent, that Steele signed
the consents because of the crimnal investigations or the fraud
referral, or that the consents were signed for a grant of
immunity or in exchange for other favorable treatnent. W also
do not find that respondent attenpted to m slead the
Leat herstocking limted partners about the existence of Steele’s
crim nal problens or instructed Steele to do so.°

Petitioner also argues that respondent was required to
remove Steele as TMP on account of the crimnal investigation of
Steel e and that respondent’s failure to do so was an abuse of
discretion. W disagree. 1In the case of a crimnal
i nvestigation, section 6231(c)(2) provides that partnership itens
becone nonpartnership itens “To the extent that the Secretary

determ nes and provides by regulations that to treat itens as

6 Petitioner also asserts that respondent knew by July 1993
that Steele was a “narcissistic sociopath who had no regard for
anyone or anything except hinself and his own needs”, and that
respondent had a “powerful incentive” in and after June 1990 to
del ay the conclusion of the audit of the subject years in that
such a delay allowed respondent to determ ne fraud agai nst
Steele. The record does not support a finding of either of these
assertions.
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partnership items will interfere with the effective and efficient
enforcement of this title”. The regulations state:

The treatnment of itens as partnership itens with
respect to a partner under crimnal investigation for
violation of the internal revenue laws relating to
income tax wll interfere wth the effective and
efficient enforcenent of the internal revenue | aws.
Accordingly, partnership itens of such a partner
arising in any partnership taxable year ending on or
before the | ast day of the | atest taxable year of the
partner to which the crimnal investigation relates
shall be treated as nonpartnership itens as of the date
on which the partner is notified that he or she is the
subject of a crimnal investigation and receives
witten notification fromthe Service that his or her
partnership itens shall be treated as nonpartnership
itens. The partnership itens of a partner who is
notified that he or she is the subject of a crimnal

i nvestigation shall not be treated as nonpartnership
items under this section unless and until such partner
receives witten notification fromthe Service of such
treatnent. [Sec. 301.6231(c)-5T, Tenporary Proced. &
Adm n. Regs., 52 Fed. Reg. 6793 (Mar. 5, 1987).]

Petitioner concedes that respondent never sent Steele a notice
that he was under investigation for violation of internal revenue
laws or that his partnership itenms would be treated as
nonpartnership itens.

Petitioner argues that the regulations do not set forth the
excl usive cause to renove a TMP followi ng the start of a crimnal
i nvestigation. Notw thstanding the regul ations, petitioner
asserts, Steele suffered froma disabling conflict of interest
that required respondent to termnate Steele’ s status as
Leat herstocking’s TMP. Wiile we agree with petitioner that the

regul ations do not set forth the exclusive reason for renoving a
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TMP after the start of a crimnal investigation, see Transpac

Drilling Venture 1982-12 v. Conmi ssioner, 147 F.3d at 227, we

di sagree with petitioner that Steele suffered froma conflict of
interest that required respondent’s renoval of Steele as
Leat her st ocki ng’ s TMP.

A decision that a TMP is disqualified fromserving as such
followng the start of a crimnal investigation turns on the

facts and circunstances of the case, cf. Mudison Recycling

Associ ates v. Commi ssioner, 295 F.3d at 289, and we are not

per suaded on the basis of the facts and circunstances at hand
that Steele ever lost the ability to carry out properly his
fiduciary duty to his fellow partners in his handling of the

Leat herstocki ng audit. Although Steele was under crim nal
investigation by the CID and at |east one grand jury, those
investigations, as they related to tax, focused primarily on
Steel e’ s personal inconme tax situation. Mreover, while Steele’s
1992 pl ea agreenent required that he “cooperate fully” with
respondent in the audit of Leatherstocking, that agreenent did
not conpel Steele to grant any of the consents that he did. As a
matter of fact, that agreenment stated specifically that Steele
was not surrendering any rights that he had to contest

respondent’s determinations in a civil matter such as the
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Leat herstocking audit.” Nor do we believe that respondent was
precluded fromdealing with Steele as Leat herstocking s TMP
si nply because he was i npri soned.

In sum we do not find on the basis of the record at hand
t hat respondent obtai ned any of the consents by inperm ssible
means or that Steele had a serious conflict of interest with the
Leat herstocking partners as to the Leatherstocking audit. W
hold that the periods of |limtation remain open for the subject
years. W have considered all argunents by petitioner for a
contrary holding and find those argunents not discussed herein to
be without nmerit. Gven petitioner’s concession of all of the

under |l yi ng adjustnments in the FPAAs,

Deci sion will be entered

for respondent.

"W also are mindful that the Governnent’s sentencing
menmorandumin Steele’ s crimnal proceedings stated that Steele’s
“failing to report his Marcos incone * * * [and the issues
relating to] the partnerships of Steele fornmed to market cattle
enbryos were better left tothe IRS civil audit.”



